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OPI NI ON

This appeal is made pursuant to section 185931/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Philip L. and
Madel ei ne G Lawton agai nst a proposed assessnent of
additional personal income tax in the anount of $1,931.52
for the year 1979.

I7onress otnerw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effectfor the year in issue.
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The issue presented by this appeal is whether
appellants are entitled to deduct |egal expenses they
incurred in resisting an eminent domain action instituted
by the Gty of Stockton. .

Appel lants are hushand and wife. Prior to the
appeal year, Ms. Lawton owned a one-half interest in a
parcel of real property in downtown Stockton. par-
ently, Ms. Lawton received rent proceeds fromthe novie
theater located on that property. In 1973, the City of
St ockt on commenced em nent domain proceedings to acquire
the property. Allegedly, the condemation~action was
initrated for the benefit of a third-party.devel oper
Ms. Lawton filed suit against the city challenging. the
condemmat i on proceedings on the ground that the taking of
her property had no public purpose. Ms. Lawton _
prevailed and the court ordered the city to termnate its
condemnazion priceedings in 1979,

_ ~ Appellants deducted the |egal expenses incurred
in their battle with the Gty of Stockton to defeat the
em nent donmain action on their joint tax return they
filed for 1979. Respondent audited that return and
di sal | owed t he deduction on the ground that the cost of
defending or perfecting title to property is a nondeduct-
ible capital expenditure whi ch nust be added to the basis
of the property, An appropriate assessment was issued.
pell ant's protested stating that their action against
the city was not one in which title was defended, since
the title to the propertK_mas undi sputed,  Respondent
denied the protest and this appeal followed.

~As respondent concedes the deductibility of

the fees in all other respects, the only issue on appeal
I's whether the fees are capital expenditures or current
expenses.  Section 17202. provides for the deduction of
all ordinary and necessary expenses paid or incurred
during the taxable year incarryingon atradeor
busineSs. Simlar provision is made iN section 17252 for
the deduction of all ordlnary and necessary expenses paid
or incurred during the taxable year for the management,
conservation, or maintenance of " property held fol the
production of income, Section 17283 prohibits the
deduction of capital expend-itures as current expenses.
Sections 17202, 17252, and 17283 are V|rtualh¥ | dentica
to, and were based upon, sections 162, 212, and 263,
respectively; of the Internal Revenue Code, Therefore,
federal cases Jnterpretln% the federal statutes are
highly persuasive as to the interpretation of the
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respective state statutes. (Andrews v. Franchise Tax
Board, 275 cal.App.2d 653 [80 Cal.Rptr. 403] (1969).)

_ In an effort to develop a uniform approach to
decide the deductibility of expenses, the United States
Suprene Court in_United States v. Gilmore, 372 U. S. 39 [9
L.Ed.2d 570] (1963), formulated the so-called "origin and
character” test. As stated by the court, the characteri-
zation of the expense:

[Dlepends on whether or not the claimarises

in_connection with the taxpayer's profit-

seeking actirvifires. |t does not depend on

the consequences that might result to a

t axpayer' s 1ncome-producing property from a

failure to defeat the claim. ... [Sluch

a rule [based %Fon consequences to the

taxpayer! woul d lead to capricious results.

|f two taxpayers are each sued for an

aut onobi | e. accident while driving for

pl easure, deductibility of their litigation

costs would turn on the nere circunstances

of the character of the assets each happened

to possess, that is, whether the judgnents .
""" agai nst them stood to be satisfied out of

i ncone- or non|ncone-produ0|ngc%roperty. e

shoul d be slow to attribute to Congress a

pur pose produci ng such unequal treatnent

annng t axpayers, resting on no rationa

f oundat i on.

* * *

For these 'reasons, we resolvethe conflict
among the |ower courts- . . . in favor of the
view that the origin and character ofthe
claimw th respect to which an expense was
incurred, rather than its potential conse-
uences' upon the fortunes of the taxpayer, is
he controlling basic test of whether the
expense was . . . deductible or not . .
(Enphasis original.)

(United States v. Gilmore, supra, 372 U S. at 48-49.)

_ ~ The United States Court of Appeals extended the
application of the "origin and character” standard to the
uestion of capital vs. noncapital expenses in Mdden v.

ni ssi oner, 514 p.2d 1149 (9th Cir. 1975), revd. 57/
(1972), cert. denied, 424 U.S. 912 [47 L.Ed.2d
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3161 (1976). \When faced with a factual situation alnost
i dentical to the one presently before us, the court in
Madden reversed the tax court”s finding that attorneys'
fees were currently deductible with this reasoning:

In looking to the origin and character ofthe
litigation, however, we are conpelled to
treat the | egal expenses as capital in _
nature. The underlying lawsuit did not arise
out of taxpayers' business, but out of the
need of a governmental agency fortaxpayers
land. The public need presumably exi sted

wi thout regard to the _consequences to
taxpayers' "business. The government was
attenpting to appropriate taxpayers' land and
taxpayers were resisting that attenpt.. Such
a controversy is inherently related to the
sale and acquisition of |and, even though the
ultimate sale, if one is nade, is a forced
sale. (Gtations,)

* * *

(xIn Wodward, the Court noted that "[a] test
based”upon the taxpayer's 'purpose' in )
undertaking or defending a particular piece Of
litigation would encourage resort to formalisms
and artificial distinctions * * *,*397U.8. at
577, 90 s.ct. at 1306.

W Dbelieve that rejection of the "origin and
character", standard in situations such as
that in the instant case would result im-
aIIpmnnP different taxpayers to characterize
basically simlar litigation in the manner
that woul d have the most beneficial tax
consequences to each. Although use of the
"origin and character", standard aliows the
?overnnﬁntal agency to determne unilaterally
he nature of the litigation, and thus the
tax consequences for’the taxpayer, we do not
think this phenomenon invalidates its appli-
cation. The agency initiated the condem-
nation proceedln?s.here for a tax-neutral
purpose.  \Were this is so, there is no
inherent unfairness to the taxpayer,
Furthermore, all_ taxpayers wth “capital
-assets affected by the a encY's action wll
be simlarly treated. Inally, the elenent
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of certainty, particularly desirable in tax
law, is enhanced.

(Madden v. Conmi ssioner, supra, 514 F.2d at 1151~1152.)

Ve find this reasoning persuasive and adopt the
court of appeals' holding. W reach this conclusion
despite appellants' argument that the condemnation _
proceedi ngs were invoked for a reason other than a public
purpose. \Wether the reason behind the condemation
Proceedlng was fraud or collusion is not the issue. The

act remains that the proceedings were started for a
tax-neutral purpose not related to the taxpayers
production of incone or their business activities. As'
ﬁggg, this case falls squarely under the rationale of

en.

2ppellent's argument that the deductibility of
_attorneys' fees in a condemmation proceeding turns on the
question of whether the condemmation action is for
possession of property rather than an action for the
taking of title to property msses the point. The
.. Gilmore rationale elimnates the need to distinguish at
what, point in the litigation, or under what theory! the
attorneys™ fees change fromcurrent expense to capital
expendi fure or vice-versa. See Woodward v.
Conmi ssioner, 397 U S. 572 (25 L.Ed. 2d 577] (1970).)
Al'though separate causes of action based on separate
| egal theories, separate theories of recovery, and
separate stages of litigation may be addressed or reached
in a lawsuit challenging a condemmation, all of those
issues and stages revolve around one central theme, the
em nent dommin action against the property. It is for
that reason the court in Madden found there was no need
t o discuss whether attorneys’ fees would be deductible if
the action was defined as a defense of title or
otherwi se. (See Madden v. Conm ssioner, supra, 514 F.2d
at 1150, fn. 4.) Tt 15 also that focus on the central
I ssue which conpels us to reject appellants* suggestion
that we allow the deductibility of attorneys* fees in
cases where the taxpayer prevails in a condemation
action, but do not allow the!r_dedUCthI|ItY where the
taxpayer fails. Such a capricious rule would fly in the
faceof the rationale established in Gilmore, \Wodward
and Madden. o

o Finally, we note that by taking the above
‘ position, we reject the line of tax court cases cited by
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aﬁpellants,l/ as those cases were decided prior to

the court of appeals' decision in Madden. Since the
Madden decision was rendered, the tax court itself has
specitically rejected its decision in Reakirt v.. _
Conmi ssioner, 29 B.T.A 1296(1934),.the Torner |eading
case rn this area and the basis of appellants' argunent,
and has accepted the propriety of the "origin and
character” standard enunciated in Mudden as the proper
test to determne the deductibility of attorneys' fees in
the present context. (See Von Eafften v, Comm Ssioner,
76 T.C. 831 (1981); see al SO Soelling v. Comm SSioner 70
T.C. 1052 (1978;; | ske v. Commissioner, § 80, 001 T.C.M.
(P-H) (1980).)

_ ~ For the above-stated reasons, respondent's
action in this. matter will be sustained.

2/ Reakirt v. Commissioner, 29 B.T.A. 1296 (1934); see
also Charlie Sturqill Motor Co. v. Commissioner, ¥ 73,281
T.C.M. (P-H) (1973), WNiCh waS based on the Reakirt
rational e as expressed in the tax court case-den v.
Commi ssioner, 57 T.C. 513 (1972), prior to the N nth
Qrcurt™s reversal
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Philip L. and Madel eine 'G Lawton against a
proposed assessment of additional personal income tax in
the amount of $1,931.52 for the year 1979, be and the
sane i s hereby sustained.

Done at Sacramento, California, this 10th day
of September , 1986, by the State Board of Equalization,

with Board Menbers M. Nevins, M. Collis, M. Dronenburg
and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H Collis , Menmber
Ernest J. Dronenburg, Jr. ,» Menber
walter Harvey* . Member

,  Menber

*For Kenneth Cory, per Government Code section 7.9
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